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INTRODUCTION

The need for protecting assets from malpractice creditors' claims
has taken on added significance in Florida in recent years. Judgments,
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which are three times the national average, threaten professionals'
economic security. Currently, malpractice insurance has become unaffordable for many professionals., The increased cost of insurance has
forced some professionals to cease practicing various aspects of their
professions or to limit services available to the public. 2 The cost has
also forced many professionals to cease carrying malpractice insurance.
The cost of malpractice insurance can be substantially reduced by
eliminating the need to insure business assets of the professional. 3
This paper will discuss ways in which advisors can reduce the
vulnerability of professionals' assets to malpractice creditors' claims.
Florida law allows an individual generous exemptions from creditors'
claims that a professional can use to insulate assets from malpractice
creditors' claims. 4 The professional can insulate business assets from
malpractice creditors' claims by transferring ownership of the assets
from the entity providing the professional services to an entity owned
by a spouse, or by the entireties. Various forms of ownership can
give rise to tax benefits. These tax benefits include creating passive
income while reducing income from services to offset passive losses
and estate tax benefits.
State law limits the possibility for restructuring. The Florida
Fraudulent Conveyance Act5 limits a professional's ability to insulate
the assets from creditors' claims. The tax consequences of transferring
assets of an existing entity limit a professional's choice of entities to
insulate assets from liability. In some circumstances, a "D" reorganization or a "C" reorganization are the only methods available to transfer the assets tax-free. In addition, once the assets are separated from
the entity providing the services, the new entity will produce accounts
receivables that will be subject to creditors' claims. In order to protect
the accounts receivables, a professional can sell the accounts or pledge
the receivables as collateral for a loan. This paper will therefore
explore what happens when a malpractice judgment occurs, what assets will be subject to satisfy the claim, and who will have to pay the
claim.
1. See Fla. S. 45 (Reg. Sess. 1986, introduced by Judiciary-Civil Committee and Commerce
Committee), reprinted in 6 FLA. LEGISLATURE SENATE BILLS (1986).

2. It is common knowledge that many South Florida physicians have refused to treat
patients in emergency rooms and also many obstetricians have discontinued delivering babies
because of malpractice concerns. Id. Florida Senate Bill 465 indicates that the legislature is
well aware of the unavailability of certain lines of commercial insurance and reduced services
available to the public. Id.
3. For example, a physician's malpractice insurance premiums, if practicing as a P.A.,
increase 20% to cover the P.A. Interview with Antonio G. Yong, M.D. (Jan. 1, 1988) (discussing
physicians' malpractice insurance).
4. FLA. CONST. art. X, § 4; FLA. STAT. §§ 222.11, .13, .14, .21 (1987).
5. FLA. STAT. § 726.105 (1987).
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II.

FLORIDA EXEMPTIONS

Florida law provides individuals with a variety of ways to exempt
assets from creditors' claims.6 Under the Florida Constitution, homestead property of an individual is exempt from creditors' claims. 7 In
addition to the constitutional exemption for homestead, the Florida
Statutes exempt interests in qualified retirement or profit sharing
plans," wages of a head of household, 9 life insurance policies, 10 and a
limited exemption exists for personal property.", Florida common law
exempts property owned by the entireties unless a recorded judgment
exists against both spouses. 2 Florida law also allows transferring of
assets in trust for the benefit of the professionals' minor children.
This trust insulates assets from creditors' claims, while assuring that
the economic benefit of the assets is maintained within the family unit.
In transferring assets in trust to children, the planner must consider
the 'kiddy tax," estate tax, and gift tax consequences.
A. The Homestead Exemption
The personal residence of an individual is usually a significant asset
in terms of that individual's worth. The Florida Constitution allows
an unlimited exemption for the value of an individual's home. 3 The
exemption is subject to claims of tax creditors and holders of purchase
money security interests. 4 The tax laws generally allow a taxpayer
to deduct interest paid on debt incurred or secured to the extent the
debt does not exceed the purchase price of the residence.'r The tax
laws encourage individuals to borrow as much money as possible on
their homes and to limit the amount of debt used to purchase other
assets to maximize their interest deductions. A professional subject
to malpractice claims should consider taking full advantage of the
homestead exemption and foregoing any interest deduction. In addition, taking full advantage of the homestead exemption can provide
estate tax benefits that may not be available otherwise.
6. Id. §§ 222.11, .13, .14, .21.
7. FLA. CoNsT. art. X, § 4(a)(1).
8. FLA. STAT. § 222.21 (1987).

9. Id. § 222.11.
10. Id. § 222.13(1).
FLA. CONST. art. X, § 4(a)(2) (provides a $1,000 exemption for personal property).
12. See First Natl Bank v. Hector Supply Co., 254 So. 2d 777, 781 (Fla. 1971); Winters
v. Parks, 91 So. 2d 649, 651 (Fla 1956).
13. FLA. CONST. art X, § 4.
14. Id. § 4(a).
15. I.R.C. § 163 (1988). Except as otherwise noted, all citations are to the Internal Revenue
Code of 1986 (as amended through Oct. 1988).
11.
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If the professional owns all other assets by the entireties, then the
professional should own the homestead property individually to allow
the professional to utilize the estate tax credit, which may otherwise
be wasted. The estate tax credit is utilized if on the professional's
death the homestead is transferred to the spouse for life with a remainder to the children of the marriage. This will allow the value of the
homestead property to utilize the estate tax credit. This also insures
that the children receive the benefit of the home. The other assets
held by the entireties will inure to the benefit of the surviving spouse
on the professional's death. The entireties' assets passing directly to
the spouse are subject to the marital deduction to the extent they
were included in the professional's gross estate, which is one-half of
their value.16 If all the professional's assets, including homestead, were
held by the entireties, then the professional's estate tax credit would
be wasted.

17

Home ownership by the professional individually allows the professional to exempt assets from creditors' claims and to utilize the estate
tax credit in most instances. Individual ownership also protects the
professional during life, i.e., from having a spouse leave and take
assets transferred to him or her, because the professional will retain
an interest in all of the entireties property and the marital home."'
B.

The Qualified Plan Exemption

Florida law also exempts assets in qualified deferred compensation
9 the Eleventh
plans from creditors' claims. In In Re Alan Lichstrahl,1
Circuit Court of Appeals held that under the applicable non-bankruptcy
law of Florida, creditors could reach a debtor's pension plan benefits
to satisfy a debt in bankruptcy. The creditor may only reach the
benefits if the debtor is a sole shareholder of a professional service
corporation with the power to terminate or amend the trust.20 The

16.

Id. § 2040(b).

17. If the assets are held as tenants by the entireties or as joint tenants, then half of the
value of the assets will be included in the gross estate. I.R.C. § 2056 would require that the
value included be deducted so there will be little or no taxable estate left to receive the benefit
of a full step-up in basis under § 1014 and to apply the § 2010 credit. Id. § 2056.
18. Ball v. Ball, 335 So. 2d 5, 8 (Fla. 1976) (if the assets are held as tenancy by the
entireties, division would be equal).
19. 750 F.2d 1488 (11th Cir. 1985).
20. Id. at 1490. In Lichstrahl, the trust could not qualify as a spendthrift trust under
Florida law because as the sole shareholder with the power to terminate or amend the trust,
Mr. Lichstrahl was considered the grantor of the trust. If more than one shareholder exists,
then the individual shareholders would not have the power to amend or terminate the trust
and would not be the grantor of the trust; thus, the trust would be a valid spendthrift trust.
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court found that under Florida law, the trust was not a valid
spendthrift trust even though it contained the alienability and assignment provisions required under section 401(a)(13) of the Internal Revenue Code. The result of the Lichstrahl decision under Florida law is
that pension benefits of any professional who exercised sufficient
dominion and control over the qualified pension plan would be subject
to creditors' claims. A pension plan seized to pay creditors will be
deemed distributed, and subject to both a 10 percent penalty tax on
21
distributions and taxable as a distribution to the debtor.
The 1987 Florida Legislature responded to the Lichstrahl holding
by enacting Florida Statute section 222.21. Section 222.21 exempts
the interest of any participant or beneficiary in a retirement or profit
sharing plan that is qualified under section 401(a), section 403(a), section 403(b), section 408, or section 409 of the Internal Revenue Code.2
Section 222.21 overrules the Lichstrahl court. Thus, Florida Statute
section 222.21 creates a mechanism allowing a professional to exempt
assets from creditors' claims by establishing a qualified retirement or
profit sharing plan.
In establishing a qualified plan, the professional obtains the benefits
of either a corporate deduction or a sole proprietor's reduction of
income.23 The ability of a pension plan to defer income 4 and accumulate
tax-free earnings from plan assets also provides substantial tax benefits to an individual. 2- Thus in establishing a qualified pension plan, a
professional can exempt assets from creditors' claims and receive substantial tax benefits.
C. Wages of Head of Household Exemption
The use of the exemption of wages earned by a head of household
under Florida Statutes section 222.11 can assure the professional protection from having wages garnished to satisfy creditors' claims. The
exemption also allows a professional to deposit and accumulate wages
in a bank account. 26 The professional can use the accumulated wages
to pay debts and expenses of the family. The wages can also be used

21. See I.R.C. § 72(t).
22. FLA. STAT. § 222.21(2)(a) (1987).
23. See I.R.C. § 404(a).
24. The beneficiary of a pension plan is not taxed on contributions made by the employer
until the beneficiary actually receives the funds. Id. § 402(a).
25. See id. § 501(a).
26. FLA. STAT. § 222.11 (1987).
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to create other exempt assets without fearing the impact of the
Fraudulent Conveyance Act because the conversion of exempt assets
to another exempt asset is not necessarily a fraudulent conveyance.2
D.

The Entireties Exemption

The professional can insulate assets from malpractice creditors'
claims by owning the assets with a spouse in a tenancy by the entireties. Under Florida law, property held by spouses as tenants by
the entireties is exempt from legal process to satisfy a judgment
creditor's claim against only one spouse.2 Tenancy by the entireties
should not be used to own assets that can give rise to product liability
suits in the normal course of business. This could lead to a judgment
against both spouses and subject all assets held by the entireties to
creditors' claims. However, assets that could give rise to product
liability suits can be owned by a corporate entity. Ownership by the
corporation insulates shareholders from liability. The stock of the corporation could be held by the spouses by the entireties. The corporate
stock would then be insulated from malpractice creditors' claims because it is entireties property.?
Another benefit of owning assets by the entireties is that it allows
the professional spouse to retain an ownership interest in the assets.
The spouse's interest in entireties property is an undivided, 100
hundred percent interest in the property2w Another important aspect
of ownership by the entireties is that it terminates on dissolution of
marriage or death of either spouse. In the case of death, the surviving
spouse retains ownership of the property. 31 In the case of divorce, the
professional will retain half of the property.? Obviously, the use of
ownership by the entireties to insulate assets from creditors' claims
is limited by a professional's marital status.
E.

Transfers in Trust Exempting Assets

Another device the professional may wish to use to exempt assets
is to transfer assets in trust for the benefit of the children of the
marriage. To avoid negative gift tax consequences, the amounts of

27.
28.
29.
30.
31.
32.

Grass v. Great Am. Bank, 414 So. 2d 561 (Fla. 3d D.C.A. 1982).
See supra text accompanying note 12.
Id.
See Quick v. Leatherman, 96 So. 2d 136, 138 (Fla. 1957).
See Ball v. Ball, 335 So. 2d 5, 7 (Fla. 1976).
Id.
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the transfer in trust to each child each year should not exceed $10,000. s
If this is done, then the property transfer will shift the income from
the professional to the children and the available credit under section
2010 will not be reduced.,"
The Tax Reform Act of 1986 intended to limit the ability of a
taxpayer to shift income to minors through the use of a trust. Section
1(i) taxes the income earned by a child under fourteen years of age
at the parents' tax rate with the exception of the first $500 of income. 5
The professional can avoid the section 1(i) tax by assuring the property
transferred in trust only produces $500 of income a year. The professional can accomplish this by transferring assets in trust that do not
create a large amount of current income but will provide a substantial
amount of capital gains through future appreciation. A trustee can
assure the property will not be sold until the child reaches age fourteen. If the property must be sold, the trustee may sell in portions
that assure the beneficiary receives the benefit of lower tax rates.
Furthermore, capital gain assets sold by the trustee are subject to
taxation at the trust level.3 Under section 1(e), the first $5,000 of
trust income is subject to a 15 percent tax rate.3 7 Capital gains under
section 643(e)(3) will not enter the computation of distributable net
income under certain circumstances, yet no distributable net income
may be distributed to the children tax-free. 4 The use of the distributable net income rules and the nonrecognition of appreciation income
until the occurrence of a realization event, such as a sale, can help an
individual circumvent the section 1(i) tax while insulating the assets
from creditors' claims.

33. I.R.C. § 2503(c) allows a transfer in trust for the benefit of a minor under 21 years of
age. This transfer will qualify for the $10,000 annual exclusion under I.R.C. § 2503(b) if. (1)
the gift may be expended by or for the benefit of the minor before reaching the age of 21; and
(2) to the extent not so expended, the proceeds will pass to the donee at age 21, or to the
donee's estate. I.R.C. § 2503(c).
34. Taft v. Bowers, 278 U.S. 470, 478 (1929).
35. I.R.C. §§ 1(i), 63(c)(5)(A).
36. The Code provides for computation of trust taxable income in the same manner as an
individual. Id. § 641(b).
37. Id. § l(e).
38. The beneficiaries of a trust are only taxed to the extent of the Distributable Net Income
(DNI) of the trust. Id. § 643(a). Capital gains and losses are excluded from DNI. Id. § 643(a)(3).
Capital gains are not included in DNI if they are not required to be distributed pursuant to
the terms of the trust or local law, on the happening of a specified event, or if regularly utilized
to determine the amount distributed or required to be distributed by a fiduciary. Rev. Rul.
68-392, 1968-2 C.B. 284.
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The Florida exemptions can be used to insulate the assets used by
the professionals in their trade or business from creditors' claims. The
exemptions are only effective if they do not violate Florida state law
and do not cause adverse federal tax consequences. The exemptions
chosen to protect the assets must consider the federal tax and Florida
state law consequences of their use.
III.

INSULATING ASSETS USED IN THE PROFESSIONAL'S TRADE
OR BUSINESS FROM MALPRACTICE CREDITORS' CLAIMS

A. General Considerations
The professional's business assets can be insulated from malpractice
creditors' claims through separation of ownership of assets from the
entity or individual providing the professional services. The professional can separate ownership while retaining the economic benefit of
the assets and insulate the assets from malpractice claims by using a
sole proprietorship owned by a related party, by owning assets by
the entireties, by forming a partnership or a related "S" corporation
owned by a spouse or by the entireties, or by utilizing a combination
of the above. Each entity has advantages and disadvantages. Federal
tax and Florida state law considerations limit the ability to use these
various entities.
B.

The FloridaFraudulent Conveyance Act

The professional already practicing and considering using a form
of ownership that insulates assets from malpractice creditors' claims
is limited by the Florida Fraudulent Conveyance Act 39 and tax considerations.40 The Florida Fraudulent Conveyance Act ("the Act") limits
the professional's ability to transfer assets to avoid potential and actual
creditors. A creditor can set aside a transfer if the transfer was made
with the actual intent to hinder, delay, or defraud creditors or without
receiving adequate consideration. The Act also applies if the debtor's
remaining assets were unreasonably small. Finally, the Act applies if
the debtor intended to incur debts beyond the debtor's ability to pay.41

39. FLA. STAT. § 726.105 (1987).
40. The potential adverse consequences are having the transfer classified as a sale in which
gain must be recognized under § 1001 and losses will be disallowed under § 267. The professional
would have to pay tax on the gain. If the transfer only shifts the ownership of the assets within
the family unit or to related taxpayers, therefore creating no real increase in wealth to the
taxpayer, then the payment of tax on the transaction will result in an economic loss to the
taxpayer.
41. FLA. STAT. § 726.105 (1987).
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Florida courts have not had ample opportunities to interpret the
meaning of the broad language of the Act. Specifically, courts have
not determined what constitutes actual intent or how to weigh the
factors determining actual intent. Additionally, courts have neither
determined how remote a potential creditor can be and still prevail
under the Act, nor how to determine when the debtor intended to
incur debts beyond ability to pay.
The Act does provide courts with factors to determine if a party
to a transaction has the requisite actual intent. These factors include:
whether the transfer was made to an insider; whether the debtor
retained possession or control of the transferred property; whether
the transfer was disclosed; whether the debtor is threatened with suit
or being sued at the time of the transfer; whether substantially all
assets of the debtor were transferred; whether the consideration received was reasonable; whether the debtor was insolvent or became
insolvent after the transfer; whether the transfer occurred close in
time to the incurring of substantial debt; and, whether the debtor
concealed assets. 2 Though the statute provides a list of factors to
consider, it does not provide any guidance for how to apply the factors
in a particular case. It is unknown if any singular factor or combination
of factors will cause a transaction to fail as fraudulent.
The manner in which the courts will apply the new Act is unknown.
However, the decisions under prior law most likely will form the basis
for decisions under the current law.4 Under prior law, a transfer to
a spouse without adequate consideration, to the detriment of creditors,
was a badge of fraud.. Judgment creditors were not entitled to real
property to satisfy a judgment when the title is held by a spouse
before the debt was created. In order to prevail, a creditor must
prove that the transfer to the spouse was made in anticipation of
defrauding future creditors. 45 A fraudulent conveyance may not have
occurred under prior law if the transfer to the spouse was made while
solvent. The burden of proof was on the plaintiff to show fraud by
clear and convincing evidence. Courts determine the existence of fraud
47
on the facts of each case.

42. Id.
43. See FLA. STAT. § 726.112 (1987) (the purpose of enacting the new law was to help
unify the law among the states). The factors listed in FLA. STAT. § 726.105 are similar to the
factors set forth in FLA. STAT. § 726.01, which was repealed effective Jan. 1, 1988. See FLA.

STAT.
44.
45.
46.
47.

§§ 726.01, .105 (1987); Act of June 15, 1987, ch. 87-79, § 13, 1987 Fla. Laws 296.
See Beall v. Pickney, 150 F.2d 467, 469 (5th Cir. 1945).
See State Bank v. Lockhart, 120 Fla. 278, 162 So. 691 (1935).
See Richardson v. Grill, 138 Fla. 787, 190 So. 255, 256 (1939).
See McCrary v. Bobehauser, 366 So. 2d 77, 78 (Fla. 1st D.C.A. 1979).
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A professional practicing as a sole proprietor or in a partnership
can avoid application of the Act by transferring the assets for adequate
consideration to a spouse.4 The transfer would be a sale for purposes
49
of the Act and be treated like a gift for federal income tax purposes.
The transfer from the sole proprietor to a spouse would be tax-free
and any gain or loss on the transaction is preserved in the adjusted
basis of the property transferred to the spouse. 0
The partnership can obtain the same results as a sole proprietor
by distributing partnership assets proportionately to the partners thus
avoiding any potential section 751(b) problem. Normal partnership
distribution rules should apply, thus avoiding tax on distribution of
the property! 1 No gain will be recognized by a partner unless money
received in the distribution exceeds the partner's basis in the partnership interest.2 Partners will recognize no loss on the transfer.5 The
partnership will not recognize any gain or loss on the distribution.'
The basis of the property distributed will be the same as the adjusted
basis of the partnership, but limited by the outside basis of the partner
receiving the property.- Distribution by the partnership will reduce
the partners' outside basis in the partnership interest.5 The partnership distribution can be structured so that no tax cost occurs even if
section 732(a)(2) limits the basis of the property to the distributee
partner because the lost basis can be utilized by the partnership making a section 734 election. 57
After all partnership assets are distributed, the individual partners
can sell the assets to their spouses in a tax-free transaction. For tax

48. If adequate consideration is received, then the value of the debtor's assets is not reduced,
and therefore there can be no fraud. In weighing the factors found in FLA. STAT. § 726.105,
the presence of adequate consideration should carry substantial weight.
49. I.R.C. § 1041(b)(1) treats the transfer as a gift. Therefore, there will not be a § 1245
recapture because § 1245(b)(1) exempts gifts. See I.R.C. §§ 1041(b)(1), 1245(b)(1).
50. See id. § 1041.
51. The Code only applies to disproportionate distributions of § 751 assets to a partner.
Id. § 751(b).
52. Id. § 731(a)(1). Assuming the cash distributed to the partners does not exceed the
partners' outside basis, there will be no gain under § 731(a)(1).
53. Id. § 731(a)(2).
54. Id. § 731(b).
55. Id. § 732(a).
56. Id. § 733.
57. See id. § 732(a)(2) (limiting the basis of the property to the outside basis of the partner
who receives the property); id. § 734(b)(1)(B) (allowing the lost basis to be added to the basis
of the partnership's other property).

https://scholarship.law.ufl.edu/flr/vol40/iss4/6

10

Yong:
Protecting
the Professional's
Assets From Malpractice Creditors'
PROTECTING
A PROFESSIONAL'S
ASSETS

purposes, the transaction is treated as a gift.6 Because the sale is for
adequate consideration, the transaction avoids the Act. 59 After receiving the property, the spouses could choose to incorporate the assets
tax-free, 60 maintain them in a sole proprietorship, or transfer them to
a partnership or tenancy by the entireties.
The tax-free sale of assets to the spouse insulates assets owned
by the spouse from the professional's malpractice creditors.61 However,
assets received by the professional as adequate consideration for the
transfer will be subject to malpractice creditors' claims. The net result
of the transaction is that there is no increase in assets protected from
creditors' claims. Rather, the assets are changed. In order to increase
the value of assets protected from creditors' claims, consideration received by the professional can be the transferee spouse's interest in
exempt assets, such as homestead or cash.6 The cash can then be
used to purchase exempt assets or reduce debt on exempt assets. The
use of nonexempt assets to purchase or reduce debts on exempt assets
does not violate the Act.63
C.

Structuring Transactions to Insulate Business Assets

A professional attempting to insulate business assets from malpractice creditors' claims by any restructuring or transfer must be careful
to arrange the transaction so as to not violate the Fraudulent Conveyance Act. If the Act is violated, then transfers or purchases will
not insulate assets from malpractice creditors' claims.
Separation of ownership of the assets from the entity or individual
providing the services to insulate assets from malpractice claims contemplates maintaining the economic benefit of the assets within the

58. See id. § 1041. If the partnership sold the assets to the different spouses directly, then
§ 1041 would apply and eliminate the gain on the sale to the spouse in the proportion that §
702(b) treats the partner spouse as receiving the proceeds from the sale directly from the spouse.
See id. §§ 702(b), 1041. The partners, not the spouse of the purchaser, will be taxed on the
portion of the gain because § 702(b) and § 1041 will not apply to the transaction. See id.
59. See FLA. STAT. § 726.105 (1987). See also supra note 48 and accompanying text.
60. See I.R.C. § 351.
61. In Florida, all property, unless exempt, is subject to execution to satisfy a judgment.
See FLA. STAT. § 56.061 (1987). However, the assets must belong to a party against whom the
judgment is rendered.
62. By transferring exempt assets to the professional, the spouse in giving adequate consideration also assures that the transferred assets will not be subject to attachment to satisfy a
creditor's claim. If cash is given, the cash must be converted into exempt assets or else it will
be used to satisfy the creditor's claims. See FLA. STAT. § 56.061 (1987) (listing all property as
subject to execution unless exempt).
63. See In re Rowe, 46 Bankr. 34 (M.D. Fla. 1984).
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professional's family unit. The professional will continue to use the
assets in the business by renting them from the insulating entity. The
rental payments are deductions from gross income of the entity making
the payments.6 In a sole proprietorship, deductions reduce the professional's income.s In a partnership, rent reduces the partners' distributive share of partnership income.s In a corporation, rent reduces the
amount of income of the corporation that must be paid out to the
professionals as salary to avoid tax at the corporate level.67 The rental
payments are income to the entity receiving the payments.6 Regardless of the entity chosen, the professional's income from services will
decrease. At the same time, the entity has a corresponding increase
in rental income. The professional, however, remains in essentially
the same economic position.
Income from rental activities is generally considered passive activity income. 69 Congress has granted the Treasury authority to issue
regulations recharacterizing rental activity income as income from
other than a passive activity.7 0 Generally, rental activity income received by a taxpayer from rented property used in a trade or business,
in which a taxpayer materially participates, is recharacterized as income from other than a passive activity. 71 Spouses who file joint returns are treated as one taxpayer in determining material participation . Conversely, rental of property to a "C" corporation, in which
a taxpayer materially participates as an employee, may not be recharacterized as other than passive activity income. 3 Circumvention
of the passive loss limitations through a "C" corporation is possible
at the present time. This gap in the regulations will not likely exist
in the flture. 74
64. I.R.C. § 162(a)(3).
65. Id. (as a deduction from income, the expense reduces the amount of income of the entity).
66. Id.
67. Id.
68. See id. § 61(a)(5).
69. Id. § 469(c)(2).
70. Id. § 469(e)(3).
71. See Temp. Reg. § 1.469-2T(f)(6), 53 Fed. Reg. 5686, 5723 (1988) (denying passive income
characterization to rental income derived from an activity in which a taxpayer materially participates).
72. Cf. id. § 1.469-IT(j) (spouses filing joint returns are treated as one taxpayer for the
application of the passive loss limitations).
73. See LR.S. Official Sees Abuse Potential in Passive Loss Rules on Rental Income,
Daily Tax Report (BNA) G-2 (May 3, 1988) [hereinafter IRS Official Sees Abuse Potential].
Michael Grace of the Legislation & Regulations Division, Office of Chief Counsel, Internal
Revenue Service is the I.R.S. contact person for further information concerning the § 469
temporary regulations.
74. The Treasury, in its explanation of Temp. Reg. § 1.469-2T(f)(6), states I.R.C. § 469 is
intended, in part, to prevent taxpayers from sheltering active business income with losses from
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A professional separating ownership of assets from the entity providing the services can accelerate the use of passive activity losses
by creating passive activity income by reorganizing the entity as a
"C" corporation. The ownership of assets by a sole proprietorship
owned by a spouse will not disqualify the income from being characterized as a passive income if rented to a "C" corporation. It is likely
that the current law will change and this loophole will close. 5 Presently, a professional who is not a sole practitioner could still circurnvent the passive activity loss rules and the income recharacterization
regulations if the "C" corporation loophole was eliminated. To accomplish this, the professional should employ a tiered entity structure.
The best structure would be a general partnership of P.A.s.
Assets owned by the sole proprietorship, tenancy by the entireties,
partnership, or "S" corporation would be rented to a P.A. that is not
owned by a professional who is related to the owner of the assets.76
Rental of property to a P.A. not owned by a related party does not
cause the income to be recharacterized as other than from a passive
activity. This limitation on recharacterization occurs because the taxpayer does not materially participate in the trade or business to which
the property is rented.7 The individual P.A.s can then contribute the
rented assets for use in partnership operations rent-free. The P.A.
can allocate the income from partnership activities among the partners
in proportion to the contributed properties' value.7s

rental activities and passive activities. Temp. Reg. § 1.469-2T(f)(6), 53 Fed. Reg. 5686, 5693
(1988). Income from an active business consists of both income from services and capital invested
in the business. In the absence of regulations, a taxpayer could derive passive activity gross
income from an active business in which tangible property is used by renting the property to

an entity conducting the activity. See id. It would be inconsistent with the purpose of § 469 to
treat rental income as passive activity gross income in such cases. The conference report accompanying the Act states that it would be appropriate for the Internal Revenue Service to exercise
its regulatory authority under § 469 in the case of related party leases and sub-leases, with

respect to property used in a business activity, that have the effect of reducing active business
income and creating passive income. See H.R. CoNF. REP.No. 841, 99th Cong., 2d Sess. 11-147
(1986).
75. IRS Official See Abuse Potential,supra note 73, at G-3.

76. This is because Temp. Reg. § 1.469-41(f)(6) applies to activities in which the taxpayer
materially participates. See Temp. Reg. § 1.469-2T(f)(6), 53 Fed. Reg. 5686, 5723 (1988).
77. See supra note 76 and accompanying text.
78. Temp. Reg. § 1.469-1T(e)(3)(vi) contemplates that property used by a taxpayer as an
owner is not rental. See Temp. Reg. § 1.469-1T(e)(3)(vi), 53 Fed. Reg. 5686, 5702-03 (1988).

The partnership will not have rental deductions and the P.A. general partners who are providing
the property will not have rental income. The general partners will have the value of the
contributed assets considered in determining the share of partnership income. The rentals paid
to the unrelated "S" corporation are deductible under § 162 as passive income from an activity.

See I.R.C. § 162 (1986).
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Rentals to the individual P.A.s may be treated as rentals directly
to the related P.A. under notions similar to reciprocal trust agreements
enunciated by the Supreme Court in United States v. Estate of Grace.79
Grace involved estate tax avoidance through inclusion of assets of a
reciprocal trust from the gross estate of a Spouse 0 The court held
the two trusts were interrelated and, to the extent of mutual value,
the settlors of the trust were in the same economic position as if they
had created the trust and named themselves beneficiaries. Thus, the
reciprocal trust doctrine applied and the spouses were treated as the
settlors of the reciprocal trust.8 ' The court based its holding on the
fact that each trust contained substantially identical terms. Each trust
was created at approximately the same time as part of a single transaction, and each trust left the parties in substantially the same
economic position as before creation of the trusts.
The situation in Grace is analogous to the use of rental agreements
between spouses and P.A.s in order to avoid the passive loss limitation
of section 469. A court could find that the rental agreements lack
economic substance and recharacterize the agreement as a rental to:
1) the P.A. owned by the related professional; or 2) the partnership
in which the professional materially participates by providing services
as an employee of the P.A. general partner; or 3) the shareholder of
a general partner. In order to avoid recharacterization, it may be
possible to structure the rental agreements and assets held by the
related entities in a manner that would make the rental agreements
nonreciprocal. The rental agreements should not contain substantially
identical terms or be created at approximately the same time. They
should not leave each related party in substantially the same economic
position as before the creation of the rental agreements. These measures are critical in order to distinguish rental agreements from Grace
and prevent a reciprocal rental agreement characterization.
The rental agreements should be respected under local law because
the party liable under the agreements for rentals would be the P.A.
leasing the equipment. 3 The P.A. would be an unrelated party leasing
property in an arm's length transaction from the entity. The P.A. will
be the party liable on the lease even after the partnership dissolves.
An argument in favor of respecting the leases is that the substance
of the transactions stepped together has not been undertaken for the

79.
80.
81.
82.
83.

395 U.S. 316 (1969).
Id. at 317-18.
Id. at 324.
Id.
See 34 FLA. JUR. 2d, Landlord & Tenant § 25 (1982).
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primary purpose of evading taxes but for legitimate business concerns
in reducing malpractice insurance premiums.
Acceleration of the availability of the use of passive activity losses
to reduce total taxable income may not result in a substantial tax
benefit if predicted rate increases occur in the future and the capital
gains preference is not reinstatedA' Passive losses currently allowed
reduce income taxed at a maximum tax rate of 33 percent. 5 If the
tax rates increase substantially in the future, it may prove better to
not use the passive losses currently, but to accumulate them to offset
future income taxed at a higher rate. The passive losses deducted
currently may increase the amount of potential capital gain income on
the disposition of the activity in the future. If a capital gains preference
is reinstated, the taxpayer could receive a double benefit of reducing
income currently taxed at a 28 percent rate, and later include income
as capital gain subject to a lower tax rate. Tax planners for professionals must account for the complexity and expense of the reorganization transactions and the uncertainty regarding the availability of
passive loss deductions. Insulation of assets from creditors' claims can
be achieved through use of less costly and administratively easier
methods.
In addition to circumventing the passive activity loss rules, the
tiered entity structure limits the professional's exposure to malpractice
creditors' claims. The partnership will own no assets other than accounts receivable. The general partners will own no assets. The general partner's liability is limited to the extent of the corporate general
partners' assets and the partnership assets. Unless the individual professional is the subject of the malpractice claim, the tiered entity
would have no assets at risk. 87
84. Foregoing the current deduction to offset future income taxes imposed at a potentially
higher tax rate may result in a greater deduction utilization even after allowing for the time
value of money. For example, if a taxpayer received a $100 deduction in 1988, it would result
in a maximum tax savings of $33. If the deduction were utilized in 1990 and tax rates returned
to their 1986 levels of 50%, then the taxpayer would have a $50 tax savings. The $33 tax savings
in 1988, even with interest at 20% per year, is less advantageous than a $50 savings in two
years. This is especially true if the utilization of the deduction in future years does not offset
capital gain income taxed at a preferential rate, which is not likely to be reinstated in the near
future because of the government budget deficit.
85. See I.R.C. § 1. The 33% rate is the combination of rates under § 1 and the § 1(g)
phaseout of both the 15% tax rate and the personal exemptions. See id.
86. This is the type of tax sheltering activity that § 469 was enacted to prevent. STAFF
OF THE COMMrrTEE ON TAXATION, 99TH CONG., 2D) SESS., GENERAL EXPLANATION OF
THETAx REFORM ACT OF 1986, 209-10 (Comm. Print 1986).
87. See FLA. STAT. § 607.074(1) (1987) (limiting a shareholder's liability to consideration

of the stock); id. § 620.63 (a general partner is jointly and severally liable for everything
chargeable to the partnership).
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1. Transferring the Assets of an Existing Entity
a. Reorganizations

The professional who is already practicing in corporate form with
a group or as a sole practitioner has a limited ability to transfer assets
tax-free out of corporate solution. Unlike a partnership, a corporation
is limited in its ability to transfer assets to its shareholders in a
tax-free transaction. Any distribution from a "C" corporation to shareholders results in tax consequences either to the corporation or shareholders.1 The only way to avoid the potential tax is to characterize
the transfer as either a "D" or "C" reorganization.11
The tax-free division of business assets of a service corporation
may be achieved by a section 368(a)(1)(D) reorganization.9 In order
to qualify as a "D" reorganization, the P.A. must transfer all or part
of its assets to a corporation controlled by the P.A.'s shareholders.
The corporation must distribute any stock from the acquiring corporation in a qualified section 354, 355, or 356 transaction.9 1The transaction
must also meet the judicially created requirements of continuity of
interest9 and continuity of business enterprise and business purpose.9
In order to achieve the ultimate goal of insulating assets from judgment
creditors' claims, the reorganization must first satisfy the requirements
of section 355.4
Section 355(a) determines the tax-free nature of the distribution
of the stock received by the P.A. to the P.A.'s shareholders. If section
355 requirements are not met, the transaction will not qualify as a
"D" reorganization. 95 The general rule under section 355(a) is that
shareholders shall recognize no gain or loss on receipt of stock distributed by the new corporation. In order to qualify, the stock must come
from a corporation controlled by the distributing corporation immediately before distribution.9 The control requirement of section
368(c) is ownership of at least 80 percent of the combined voting power

88.

See Tax Reform Act of 1986, Pub. L. No. 99-514, § 631(c)(1), 100 Stat. 2278-79, reprinted

in 1986 U.S. CODE & CONG. ADMIN. NEWS 2278-79 (amending I.R.C. § 311 to tax the corpo-

ration on distributions of appreciated property). See I.R.C. § 317 (defining dividends taxable
to the shareholders).
89. See I.R.C. §§ 368(a)(1)(C)-(D).
90. Id. § 368(a)(1)(D).
91. Id.
92. See Pinellas Ice & Cold Storage Co. v. Commissioner, 287 U.S. 462, 470 (1932).
93. See Tress. Reg. § 1.368-1(d) (as amended in 1980).
94. See I.R.C. § 368(a)(1)(D).
95. See id. §§ 355(a), 368(a)(1)(D).
96. Id. § 355(a)(1)(D).
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and 80 percent of each class of stock97 The transaction cannot be a
device for the distribution of earnings or profits.9 The distributing
corporation and the controlled corporation must be engaged in the
active conduct of a trade or business immediately after the distribution.9 The distributing corporation must distribute all stock of the
controlled corporation or at least enough stock to constitute control
of the corporation. 100
The requirement that most transactions fail to meet for a valid
"D" reorganization is the active trade or business requirement of section 355(a)(1)(C). Under Regulation 1.355-1(c), the active conduct of
a trade or business does not include ownership or operation of land
or buildings, all of which are substantially used or occupied by the
owner. 01 A group of activities, which are part of a business and do
not independently produce income, do not qualify as a separate trade
or business under the regulations.'02 Section 355(b)(2)(B) further requires that to be an active trade or business, the activity must have
been conducted throughout the five year period ending on the date
of distribution.10 3 Thus, in order to use a "D" reorganization to split
off assets of the P.A. into a separate corporation, the transfer must
include one of the two actions below. The P.A. must transfer a building
that it owns and does not substantially occupy. Alternatively, it must
transfer an activity that, apart from the professional services, creates
income and has been operated more than five years. °4, Examples of
by
such activities would be X-ray services, hearing tests performed
05
technicians who bill separately, or lab testing services.
The section 355(a)(1)(B) device requirement should not be a limiting
factor to most professionals who own "C" corporations. In order to
avoid double taxation, most of the professionals' "C" corporations distribute all earnings and profits as salary to the shareholders. There
are P.A. "C" corporations that have accumulated earnings and profits
because they have used the lower tax bracket at the corporate level
to accumulate capital with which to purchase assets. If the corporation

97. Id. § 368(c).
98. Id. § 355(a)(1)(B).
99. Id. §§ 355(a)(1)(C), (b)(1)(A).
100. Id. § 355(a)(1)(D).
101. Treas. Reg. § 1.355-1(c) (1988).
102. Id. § 1.355-1(e)(3).
103. I.R.C. § 355(b)(2)(B).
104. See Treas. Reg. § 1.355-1(c)(3) (1988).
105. For example, activities in the medical profession that are separately billed should meet
the Treas. Reg. 1-355-1(c)(3) (1988) requirement.
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has large amounts of accumulated earnings and profits, and has not
paid dividends, or has paid inadequate dividends, section 355(a)(1)(B)
may cause the "D" reorganization to fail. 1 6 In Rafferty v. Commissioner, ° 7 the court used the device clause to deny a taxpayer reorganization treatment. In Rafferty, the spinoff corporation owned only assets unnecessary to the business, and not affecting the equity of the
distributing corporation. Earnings and profits had not been distributed
because the shareholders could easily sell the stock of the subsidiary
and receive capital gains. It is therefore necessary to avoid Rafferty
characterization so that section 355(a)(1)(B) will not disqualify the
attempted reorganization. If the amount of accumulated earnings and
profits are small, then distribution of a dividend could avoid this problem with small tax costs.
Another potential stumbling block to achieving a successful reorganization is the continuity of interest requirement.31 In order to
insulate assets from judgment creditors' claims, it is necessary that
the stock the shareholders receive in the section 355 distribution be
sold to a spouse tax-free or held in tenancy by the entireties.3 9 The
continuity of interest requirement expressed in Regulation 1.368-1(b)
requires that interest in corporate property be continued under modified corporate form. Specifically, the regulation concerns persons who
owned the business prior to the reorganization. If stock is transferred
to a spouse as a tenant by the entireties under Florida law, both
spouses are deemed to own an undivided interest in 100 percent of
the property.' ° The property owned by both spouses, of whom one
owns the same 100 percent interest in the assets as before the transfer,
should satisfy the continuity of interest requirement. In a "D" reorganization, satisfying the section 355 requirements meets the continuity requirement."'
A valid reorganization must also fulfill the continuity of business
enterprise requirement.12 Regulation 1.368-1(d)(2)(il) requires that a

106. See Rafferty v. Commissioner, 452 F.2d 767 (1st Cir. 1971), cert. denied, 408 U.S.
922 (1972); Treas. Reg. 1.355-2(b) (1960).
107. 452 F.2d at 767.
108. See Pinellas Ice & Cold Storage Co. v. Commissioner, 287 U.S. 462, 470 (1972); supra
text accompanying notes 92-93.
109. See supra text accompanying notes 12 and 61.
110. See Quick v. Leatherman, 96 So. 2d 136, 138 (Fla. 1957).
111. I.R.C. § 355(a)(1)(D) requires the distribution of stock representing control of the
subsidiary. I.R.C. § 355(a)(1)(D). I.R.C. § 355(b)(1)(A) requires that immediately after the
transfer, both corporations be engaged in an active trade or business. Id. § 3(b)(1)(A). To-

gether, these sections ensure continuation of business in modified corporate form.
112.

See Treas. Reg. 1.368-1(d)(as amended in 1980).

https://scholarship.law.ufl.edu/flr/vol40/iss4/6

18

Yong:
Protecting
the Professional's
Assets From Malpractice Creditors'
A PROFESSIONAL'S
ASSETS
PROTECTING

corporation either continue a significant line of business or use a significant portion of the acquired corporation's historical business assets.113 The "COBE" requirement insures that reorganizations are limited to situations in which the interest in the property is continued
in modified corporate form. 14 A "" reorganization satisfies the COBE
requirement because the controlled corporation will use the transferred
P.A. assets. The COBE requirement is also usually satisfied by fulfilling the section 355(a)(1)(C) active trade or business requirement. The
reorganization fulfills the business purpose requirement by transferring the assets of the corporation to reduce malpractice insurance
costs. 115 The shareholders' purpose, which is a business purpose in a
closely-held corporation, is the protection of assets from malpractice
creditors' claims.116
When a P.A. cannot successfully complete a "D" reorganization
because it does not have any separate business activities to transfer
to the controlled corporation to meet the section 355(a)(1)(C) requirements, the corporation may transfer the assets tax-free in a "C" reorganization." 7 The "C" reorganization requires the corporation to acquire substantially all property of the P.A. for voting stock.",8
The "C" reorganization requires that the corporation transferring
the assets be liquidated after the acquisition." 9 Corporate liquidation
is tax-free as part of the "C" reorganization if the purchase of the
assets was solely for stock. The professionals who were the shareholders of the old P.A., which is being liquidated, can reform their
practice as a general partnership of P.A.s to obtain passive loss benefits and limit liability for the professionals.' 2 ' However, the stock
received by the professionals in the liquidation of the old P.A. is
subject to malpractice creditors' claims.12 The stock can be insulated
from malpractice creditors' claims by transferring the stock to a spouse
tax-free for adequate consideration or into tenancy by the entireties
property.1

113. Id. § 1.368-1(d)(2)(ii).
114. Id.
115.
116.
117.
118.
119.

See
See
See
See
Id.

supra note 3 and accompanying text.
Lewis v. Commissioner, 176 F.2d 646 (1st Cir. 1949).
I.R.C. § 368(a)(1)(C).
id.
§ 368(a)(2)(G)(i).

120. Id. § 361(b)(3).
121.

See supra notes 76-78, 87 and accompanying text.

122. See FLA. STAT. § 56.061 (1987) (all property, unless exempt, is subject to execution
to satisfy claims).
123.

See supra text accompanying notes 12 and 61.
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The sale of stock to a spouse may cause the transaction to fail as
a valid "C" reorganization if the sale to the spouse can be stepped
together as part of a plan. If transactions are stepped together,
both the continuity of interest requirement and the "solely for stock"
requirement will be violated.ns The professional can avoid the step
transaction doctrine, which combines all the transactions into one
transaction, if the spouse is under no binding commitment to purchase
the stock.12 6 Alternatively, the professional should ensure each step
in the transaction has independent legal significance,m or when applying the end result test, the separate transactions have not been intended to achieve ultimate result.m
The "C" reorganization meets the continuity of interest requirement if the sale to the spouse step is not stepped together. The
requirement is met because the shareholders of the old P.A. have
received 100 percent of the stock in the corporation. The stock is
qualifying consideration. Additionally, the shareholders must not have
planned to sell the stock as part of the reorganization transaction.2
The continuity of business enterprise requirement will also be met
because the new corporation will be using all of the assets of the old
corporation in a new business. 130 The corporation surviving the "C"
reorganization should be an "S" corporation or elect "S" corporation
status after the "C" reorganization.
It is important to keep in mind that the acquiring corporation's
stock in a "C" reorganization will be held at least temporarily by the
acquired corporation, before the stock is distributed to the shareholders. This could cause the acquiring corporation to lose its status as an
"S" corporation. 13 The Service has ruled that an "S" corporation would

124. The application of the step transaction doctrine will combine the "C" reorganization
and the sale of the stock. See McDonalds Restaurants v. Commissioner, 688 F.2d 520 (7th Cir.
1982). The transactions would not qualify as a valid "C" reorganization because the consideration
received is cash and stock. See I.R.C. § 368(a)(1)(C) (1986).

125. Continuity of interest will be violated because former shareholders will be considered
as receiving cash and not continuing the investment in property in modified corporate form.
See Treas. Reg. § 1.368-1(b) (as amended in 1980).
126. For a discussion of the binding commitment test, see McDonalds, 688 F.2d at 520.
127. See Redding v. Commissioner, 630 F.2d 1169 (7th Cir. 1980) (describing the interdependence test), cert. denied, 450 U.S. 913 (1981).
128. See King Enterprises v. United States, 418 F.2d 511 (Ct. Cl. 1969) (applying the "end

result" test).
129.

See Treas. Reg. 1.368-1(d)(2) (as amended in 1980) (discussing continuity of business

requirements).
130. See id.
131. This is because I.R.C. § 1361(b)(1)(B) is violated and § 1362(d)(2) terminates the
selection. See I.R.C. §§ 1361(b)(1)(B), 1362(d)(2).
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not lose its status if it gained control of a subsidiary momentarily and
soon thereafter transferred the stock to the shareholders. The Service
has not ruled that it would allow the "S" status to continue if the "S"
corporation temporarily had a corporate shareholder. 13 In a "D" reorganization, when the old P.A. is an "S" corporation, the "S" status of
the P.A. will not be jeopardized by having temporary control of a
corporation, 1" but the controlled corporation's "S" status may be lost.
In a "C" reorganization, the old P.A. will be liquidated so its status
is irrelevant, but the surviving corporation's "S" status could be lost.
The "S" election should be made after the "C" reorganization.
After the "C" or "D" reorganization, the assets of the old P.A.
will be owned by a different corporate entity from the one providing
professional services. The corporation owning the assets should be an
"S" corporation. The assets will be leased to the new entity formed
after the "C" reorganization or the old existing P.A. after the "D"
reorganization. The entity leasing the property should be a "C" corporation so the rental payments will be passive activity income to the
recipient "S" corporation."' If in the "D" reorganization, the old P.A.
renting the assets is an "S" corporation, the "S" corporation and the
"S" election should be evaluated and possibly terminated so the rental
income will be considered passive activity income. If the old P.A.
belonged to a sole practitioner, the "C" corporation loophole in the
recharacterization of income, as other than from a passive activity, is
the only way in which the rental income of the "S" corporation will
be passive income."'
After a "C" reorganization, the old P.A. will have been liquidated
and all of the assets of the old P.A. will be owned by one "S" corporation. The professionals can reform their practice into a general
partnership of P.A.s, which limits their liability.1 6 The rental income
of the "S" corporation renting the assets to the individual P.A. will
be passive income to the shareholders to the extent not derived from
the rental to a P.A. in which the shareholder or spouse materially
participates.137 By using this structure, the professionals would not
have to be concerned with the possible closing of the "C" corporation
loophole.
132. Bolling & Englebrecht, Tax PlanningOpportunitiesand Pitfallson the Reorganization
of an "S" Corporation, 64 TAXES, 596, 603 (1986) (citing Rev. Rul. 73-496, 1973-2 C.B. 312;
Rev. Rul. 72-320, 1972-1 C.B. 270).

133. Id. (discusses "C" reorganizations).
134. See LR.S. Official Sees Abuse Potential, supra note 73.

135. See id. A tiered entity structure with only one professional is impossible.
136. See supra text accompanying note 87.
137.

See supra note 76-78. See also Temp. Reg. § 1.469-2T(f)(6), 53 Fed. Reg. 5686, 5723
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If the assets of the business are separated from the service portion
of the business in a tax-free "C" or "D" reorganization, the basis of
the assets remains the same as the basis in the hands of the transferor
corporation. 138 The new corporation will carry over the tax attributes
of the acquired or distributee corporation relating to depreciation and
recapture. 3 9 If the distributee corporation or the acquired corporation
was a "C" corporation, the new corporation with income from passive
activities must eliminate accumulated earnings and profits so as to
not lose its "S" election within three years under section 1362(d)(3),140
and avoid the section 1375 tax. The "S" corporation must also be
aware of the section 1374 tax on built-in gains.'4' The section 1374 tax

on built-in gains will not be a problem for most property, however,
because most of the assets will be held and used until obsolete or
valueless.
b. General Utilities and Liquidations
The General Utilities doctrine'4 can be used to transfer assets of
a P.A. that is a corporation to the shareholders. The corporation will
not pay taxes on gain or loss from the transfer to the shareholder.
However, the shareholder must pay tax on receipt of property. 143 The
shareholder will take a fair market value basis in the property. 144 The
shareholder can then transfer the property, tax free, to a spouse in
a section 1041 transaction or to any other person. Although the Tax
Reform Act of 1986 repealed the General Utilities doctrine, the transition rules allowed small corporations to use the doctrine until January
1, 1989.14r
The assets of a P.A. could also be transferred to the shareholders
in a liquidation of the corporation. The liquidation provisions of old
sections 331, 333, 336, and 337 are related to the General Utilities

138. See I.R.C. § 362(a).
139. See id. § 381(a)(2).
140. Id. § 1362(d)(3) (terminating the "" election of a corporation with C earnings and
profits if passive income exceeds 25% of gross income for three years).
141. See id. § 1374. I.R.C. § 1374 provides for a tax at the highest corporate rate for any
built-in gains on the sale of property received from a "C" corporation in a reorganization within
10 years. Id.
142. See General Utils. & Operating Co. v. Helvering, 296 U.S. 200 (1935) (holding that a
corporation did not recognize gain on the distribution of property to shareholders because there
was no sale or discharge of indebtedness). This result was codified in I.R.C. §§ 311 & 331 prior
to the Tax Reform Act of 1986.
143. I.R.C. § 311 (1954).
144. See I.R.C. § 1012.
145. See Tax Reform Act of 1986, Pub. L. No. 99-514, § 631.
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doctrine; like the General Utilities doctrine, they were repealed by
the Tax Reform Act of 1986. Though repealed, sections 333 and 337
could still be used before January 1, 1989 by small corporations.146
In a section 331 transaction, the assets of the corporation would
be distributed to the shareholders in a taxable exchange for the stock
of the corporation. The shareholder is taxed on the gain and receives
a tax cost fair market value basis in the assets received. The corporation generally recognizes no gain or loss; except that under the transition rules, the corporation must recognize gain to the extent the gains
are from the distribution of property, which if sold by the corporation
would give rise to ordinary income to the corporation.147 Generally,
these items would be unrealized accounts receivable, recaptured depreciation, and inventory.
In a section 333 liquidation, the assets of the corporation are distributed to the shareholders in exchange for the shareholders' stock,
but the exchange is only taxable to the extent the corporation has
accumulated earnings and profits.'4 The shareholders would be taxed
only to the extent the corporation had earnings and profits. Under
the transition rules, earnings and profits would be increased by the
amount of ordinary income, which would have resulted from a sale of
the property, and the corporation must recognize income to the extent
of the amount that would have been ordinary gain.
Because the transition rules require income to be recognized on
the distribution of unrealized accounts receivables, many P.A.s will
find it too costly to liquidate. The accounts receivable of a professional
are typically a major portion of the P.A.'s assets and the tax consequences of a liquidation under the transition rules may make a liquidation uneconomical.
The General Utilities doctrine or liquidation is useful if a "C"
reorganization or a "D" reorganization could not be accomplished.
These methods are limited by the incurring of a tax at the shareholder
level. The General Utilitiesdoctrine and liquidations could get substantially appreciated property out of corporate solution without incurring
double taxation. 149The General Utilities concept saved the shareholders a substantial amount of future tax at a cost of paying tax at a 28

146.
147.
148.
149.

Id. § 633.
Id.
This was codified at I.R.C. § 333(e), prior to enactment of the Tax Reform Act of 1986.
See General Utils. & Operating Co. v. Helvering, 296 U.S. 200, 206 (1935).
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percent rate in 1988. It also provided tax deductions through increased
depreciation deductions in future years when the tax rates are anticipated to increase. 10°
IV.

CHOOSING AN ENTITY TO INSULATE BUSINESS ASSETS FROM
MALPRACTICE CREDITORS' CLAIMS

A professional can protect assets from malpractice creditors' claims
by using a sole proprietorship owned by a related party, or owning
assets by the entireties, a partnership, a corporation, or a combination
of the above. As discussed, the Florida Fraudulent Conveyance Act
limits the professional's ability to insulate assets from malpractice
creditors' claims. '11 The professional who is already practicing in corporate form may not be able to transfer assets tax-free to an entity
other than a corporation. The nature of the assets also limits the
choice of entity used to own the assets. Finally, the marital status of
the professional limits the professional's choice.
The nature of the assets that the professional is trying to insulate
from creditors' claims plays an important role in determining the type
of entity the professional should choose. If the assets can give rise to
product liability suits in the normal course of business, then they
should be owned by an entity that limits liability such as a corporation
or limited partnership. In the event of a malfunction causing injury,
the owner of the asset will be a party to the lawsuit. The judgment
would subject all of the owner's assets to pay the claim if the owner
operated as a sole proprietorship.15 2 If the spouse owns the property
resulting in liability, the judgment may be enforced against both the
professional and the spouse owning the property. If a judgment is
rendered against both spouses, the Florida exemption for entireties
property evaporates, and any assets held by the entireties will be
subject to satisfy the judgment. 153 The same is true if the property

150. A taxpayer, even though able to do a "D" reorganization tax-free, should consider
using the General Utilities doctrine for some assets. A taxpayer who is contemplating a "C"
reorganization cannot use General Utilities to transfer assets to shareholders because the "C"
reorganization requirement that substantially all the assets be acquired and the continuity of
business enterprise requirements may cause the "C" reorganization to fail. See I.R.C. §
368(a)(1)(C).
151. See FLA. STAT. § 726.105 (1987); supra text accompanying notes 39-41.
152. See generally FLA. STAT. § 56.051 (1987) (listing property subject to execution).
153. Cf. First Nat'l Bank v. Hector Supply Co., 254 So. 2d 777 (Fla. 1971) (bank account
held by entireties not subject to garnishment for debts of individual spouse); Winters v. Parks,
91 So. 2d 649 (Fla. 1956) (property held by entireties not subject to execution for debts of
individual spouse).
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owned by the entireties is the subject of the suit or is held by a
general partnership in which the spouses are general partners.'5
The types of assets that can usually be owned by the entireties,
sole proprietorships, or general partnerships without fear of a product
liability suit are buildings, typewriters, office furniture, file cabinets,
some computer equipment, and telephone equipment. These are all
items that have no direct input into the services the professionals
provide.
Assets that come in direct contact with patients in a physician's
office, such as surgical implements and lab and diagnostic equipment,
should be held in corporate or limited partnership form. These assets
can give rise to malpractice or product liability claims. It is preferable
to separate ownership of the assets that may give rise to product
liability claims from assets that are not likely to give rise to such
claims.Y5 This is so because the satisfaction of a judgment against the
entity owning the assets is limited to the value of the assets owned
by the entity in the case of a corporation, and in the case of a limited
partnership to the assets of the general partner and the partnership.'6
Buildings and other assets not likely to give rise to a product liability
claim will not be available to satisfy a judgment for a defect in an
asset owned by a separate corporation. Separation of assets into different entities is limited by tax considerations if the assets are already
in corporate form.
A professional's marital status affects the professional's ability to
insulate assets from malpractice creditors' claims by eliminating the
use of ownership by the entireties. 57 The professional will be able to
use a sole proprietorship, corporation, or partnership to own the assets
to get limited protection from malpractice creditors if the professional
is not a sole practitioner. The sole proprietorship, corporation, or
partnership owning the assets will not be subject to malpractice claims
against another professional practicing within the group. If, on the
other hand, the assets are owned by a P.A. or partnership providing
the services, they will be subject to malpractice creditors' claims.16
154. FLA. STAT. § 620.63 (1987).
155. This would limit the ability of a creditor to subject the property to satisfy the judgment
against the entity, provided that the equipment not so used was owned by a separate entity

that would not be liable on a malpractice or products liability claim. The creditor's judgment
against the former corporate entity will subject only the assets of the former entity to legal
process to satisfy the claim. See id. § 56.10.
156. Id. § 607.071 (as to shareholders of a corporation's liability); id. § 620.129 (as to the
liability of a limited partner).
157. Dissolution of marriage terminates the estate by the entireties. See Sheldon v. Waters,
168 F.2d 483, 485 (5th Cir. 1948); Ball v. Ball 335 So. 2d 5, 7 (Fla. 1976).

158. See FLA. STAT. § 56.061 (1987) (lists property subject to execution).
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If separated from the entity providing the services, only the interest
of the professional who is a party to the malpractice suit may be
subject to paying the judgment. 159 If the professional is a sole proprietor and unmarried, there are severe restrictions on the ability to
insulate the assets from claims.
The sole proprietorship can insulate assets from malpractice claims
if owned by a spouse or other related party. Either spouse as the
owner of the asset is not liable for the negligence of the professional.
The spouses' or other related parties' assets are not subject to legal
process to satisfy claims against the professionals.16° The sale of assets
to a spouse from a professional is tax-free, and if adequate consideration is given, the transfer avoids the Fraudulent Conveyance Act. 16
The sole proprietorship shifts income from the professional to the
spouse. The income received from the professional's "C" corporation
or other entity can be passive activity income used to increase the
professional's passive loss limitations on a joint return.es
The sole proprietorship can provide estate tax benefits not available
when property is owned by the entireties. The existence of the benefit
depends on the relative size of each spouse's estate. On the death of
the spouse owning the assets, the value of the assets allows the spouse
to utilize the estate tax credit. '3 One half of the value of property
owned by the entireties is included in the deceased spouse's estate
but is not available to use the estate tax credit. The property excluded
from the estate does not receive a stepped-up fair market value tax
basis as of the date of death.e6
The ownership of the assets by the entireties is a good method of
insulating assets from malpractice creditors' claims because the professional retains an ownership interest in the assets.1 6 The limitation of
the use of entireties ownership is that a judgment against both spouses
can reach assets held in the entireties.1ee Ownership by the entireties
is useful for the stock of corporations that own assets immediately

159. See id.
160. See supra note 61.
161. See I.R.C. § 1041; FLA. STAT. § 726.105 (1987).
162. See IRS Official Sees Abuse Potential, supra note 73, at G-2.
163. If the parties hold the assets as either joint tenants or tenants by the entireties, half
of the value of the assets will be included in the gross estate. See I.R.C. § 2040(a). I.R.C. §
2056(a) requires that the value included be deducted; consequently there will be little or no
taxable estate to receive the benefit of a full step-up in basis under § 1014 and to which to
apply the § 2010 credit. See id. §§ 1014, 2010, 2056.
164. See id. § 2056(a).
165. See supra text accompanying notes 30-32.
166. See supra note 153.
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following a "C" or "D" reorganization. It may be the only way to
insulate the stock and underlying assets from malpractice creditors'
claims without violating the continuity of interest requirements. 167
A general partnership can also be used to own assets and insulate
them from malpractice creditors' claims. The general partners would
have to be the spouses as tenants by the entireties, the nonprofessional
spouse, or an "S" corporation owned either by the entireties or the
nonprofessional spouse. If the general partner was the professional,
any judgment against him would subject the partnership interest to
satisfy the claim. 168 If the partnership is owned either by the entireties
or by the nonprofessional spouse, any judgment against the partnership could be satisfied from any or all assets of the general partners.
To limit liability, the general partners should be "S" corporations. The
liability of the shareholders of the general partners is limited to the
assets of the general partnership and the corporate general partners. 169
The use of a tiered entity provides flexibility for large organizations. Interest in the assets could be purchased by creating an "S"
corporation to become a partner or to buy the stock of an existing
general partner. The partnership could circumvent the "S" corporation
limitations on the number of shareholders." 0
The partnership can also make special allocation of items of income
and expense'7' and require allocations for contributed property. 7 2 The
partnership will enable transactions between the partnership and the
P.A. to circumvent the limitations of the deductibility of losses under
section 267 if the section 267(b)(10) relationship is not satisfied.1n7 The

167. See Treas. Reg. § 1.368-1(d) (1988).
168. See FLA. STAT. § 620.63 (1987).
169. Id. §§ 607.071, 620.63.
170. See I.R.C. § 1361(b)(1)(A) (limiting an "S" corporation to 35 or fewer shareholders).
A partnership of more than 35 "S"corporations, with under 35 shareholders each, is not prohibited, however. Rev. Rul. 77-220, 1977-1 C.B. 263 (Service disallowed the use of a partnership
of S corporations to circumvent the limitation on the number of shareholders in an S corporation).
171. See I.R.C. § 704(b) (allowing allocations of items of partnership income and expense
that have substantial economic effect).
172. I.R.C. § 704(c) requires that with respect to property contributed to the partnership
by a partner, allocations of gain, loss, and deduction take into account the difference in fair
market value and partnership basis at the time of contributions to the contributing partners.
See id. § 704(c). These special allocations could benefit the partners by creating more income
and allocating more expense than the partners would receive otherwise, and assuring the contributing partners are being taxed on precontribution gain. "S" corporation earnings are prorated
to the shareholders. Id. 1366(a)(1).
173. Any sale of loss assets from the P.A. to the general partnership, if the spouse of the
"S"corporation shareholder does not own over 50% of the P.A., will not be subject to the §
267 loss limitation because the I.R.C. § 267(b)(10) relationship will not be satisfied. See id. §
267(b)(10).
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partnership passes the partnership's tax attributes through to the
partners. If the partnership is an "S" corporation, then the income
will not be subject to double taxation.'4
The limited partnership form could also insulate assets from creditors' claims. A limited partnership would limit the assets subject to
malpractice creditors' claims to the assets of the partnership and those
of the corporate general partner. 175 The partnership interest not owned
by the professionals who are the subject of a malpractice claim is not
subject to judgment creditors' claims. 76
A corporation can insulate assets from judgment creditors' claims
and limit any potential liability to the extent of corporate assets. The
stock of the corporation must be owned by the nonprofessional spouse
or held by the spouses as tenants by the entireties.' The corporation
should be an "S" corporation in order to avoid the potential for double
taxation on a subsequent sale of the assets after the repeal of the
General Utilities doctrine.y7 The "S" corporation is limited to less
than thirty-five individual shareholders and one class of stock. 7 9 An
"S" corporation or other methods of ownership shifts income from the
P.A. or professional to the "S" corporation. The "S" corporation is a
conduit entity for tax purposes. As such, the character of the income
the corporation earns will be passed on to its shareholders. 80 This
may allow the professional to increase the passive loss limitation.
V.

AFTER THE ASSETS ARE TRANSFERRED: PROTECTING THE

ASSETS OF THE NEW P.A.
Regardless of the method of transfer, professionals will continue
the practice of their profession that generates accounts receivable.
The only asset the new entity will own directly is the accounts receivable. The accounts receivable is the largest and most valuable tangible
asset of most service businesses. The accounts generate the cash flow
to pay both the professionals' salaries and business expenses. The
accounts receivable is also the most difficult asset to protect from
creditors's claims. The accounts receivable can be protected from cred-

174. See id. § 1363(a).
175. See FLA. STAT. § 620.129 (1987) (limiting liability of limited partners).
176. See supra note 61.
177. See id.; text accompanying notes 28-32; see also supra note 12 (relating to entireties
property).
178. See supra note 88 (discussing § 631(c) of the Tax Reform Act of 1986).
179. I.R.C. §§ 1361(b)(1)(A), (D).
180. See id. § 1366.
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itors' claims by selling them or by borrowing on their strength. Both
methods create cash, which must be disposed of by the P.A. Otherwise,
the cash will be subject to creditors' claims.
The sale of accounts receivable to a corporation owned by related
parties or to an unrelated party creates income to the P.A. immediately
on the sale. The sale of the receivables will cause conversion of the
accounts receivable to cash, which must also be disposed of in order
to avoid creditors' claims. The cash can be disposed of as salary and
by payment of business expenses including the funding of a qualified
pension plan. The use of funds creates deductions that offset income
on the sale of the receivables. Sale of accounts receivable accelerates
business cash flow by up to six months for receivables from the medical
profession, and up to thirty or sixty days for most other professionals.
In a new P.A., the acceleration of cash flow will reduce the amount
that shareholders will have to borrow to survive, or contribute to the
business for its survival, while the accounts receivable are converted
into cash. The major problems associated with sale of accounts receivable is the ability to sell the accounts without incurring a substantial
discount. The discount would reduce the P.A.'s income and customer
contact in the collection process.
Customer contact may be harmed because a collection agency may
lack the courtesy the P.A. would extend to a client in the collection
process. The collection agency would have only one interest: to collect
the money from the customers as quickly as possible. Because of
potential future patronage, the P.A. probably would consider extending payment terms, negotiating the amount due for the services, or
waiting for a third party (such as payment from an insurance company).
If the collection agency was a related corporation to the corporation
providing the services, problems associated with sale of the accounts
receivable can be mitigated. The sale at a substantial discount would
not matter because the income of the P.A., though reduced, would
be shifted and preserved by a corresponding increase in the income
of the collection agency. Because the same shareholders would substantially own both corporations, directly or indirectly, they would control
the contacts between clients and the collection agency. However, the
I.R.S. may reallocate income between related corporations under section 482 if sales and terms of the sale are not arm's length transac181
tions.
Two substantial factors limit the use of a related corporation buying
the professional service organization's accounts receivable. The most

181.

See id. § 482. See also Central Bank v. United States, 834 F.2d 990 (11th Cir. 1988).
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significant limiting factor is availability of cash to fund sales. If the
new P.A. is the result of a "C" or "D" reorganization or the incorporation of a partnership, funds may be available from the collection of
the former entity's accounts receivable.18 However, funds may not be
available from these sources because they may have been used to
liquidate debts or other expenses. The second limiting factor is that
the sale must be for adequate consideration or else be subject to the
Florida Fraudulent Conveyance Act. 18
A simple method, achieving the same result as sale of accounts
receivable, avoiding problems associated with a sale of accounts, and
receiving the same benefits, is simply to borrow money, pledging the
accounts receivable as collateral. Borrowing money does not accelerate
income. The accounts are still owned by the P.A. so that the P.A.
controls the collection process. Borrowing money does not result in a
reduction of the amount the entity realizes on the accounts receivable
because there is no sale at a substantial discount.
Borrowing money by providing the accounts receivable as security
makes cash available to conduct the business. It also may create a
cash excess that needs to be eliminated so that it is not subject to
creditors' claims. The cash may be distributed as salary or other business expenditures reducing the amount of cash on hand. The distribution as salary to shareholders will have the effect of accelerating income
that would not have otherwise been distributed until the accounts
were converted to cash. The shareholders would have to pay tax on
the salary received. If the year in which the accounts were borrowed
against and the cash distributed was 1988, the applicable maximum
tax rate would be 33 percent.' m The acceleration of income into 1988
may be a bonus if the tax rates increase in future years. The acceleration of the income is limited to the amount of time necessary to
collect the accounts.
Borrowing money and distributing it as salary could also help
shareholders circumvent the limitations on interest deductions. It
would also allow shareholders to use the funds to create exempt assets.
The interest limitations are circumvented because any interest the
1
corporation pays on the debt will be deductible business interest. ' If

182.

See I.R.C. §§ 368(a)(1)(C), (D).

183. See FLA. STAT. § 726.105 (1987).
184. See I.R.C. § 1. The 33% rate is the combination of rates under § 1 and the § 1(g)
phaseout of both the 15% tax rate and the personal exemptions. See id.
185. See id. §§ 162 & 163 (the "ordinary and necessary expenses" language allows the
deduction). If the shareholders were using the business debt proceeds to increase their salary
and used the increased salary to reduce nondeductible debt, then the shareholders will have in

effect increased their interest deductions and eliminated their nondeductible interest.
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the shareholders use the salary paid to reduce debt, which is nondeductible, the shareholders have circumvented the interest deduction limitation. The distribution of salary does have a tax cost to the shareholder, but if the shareholders are heads of household, the salary received
is exempt from creditors' claims under the Florida Statutes even if
deposited in a bank account.' The shareholder could use these exempt
funds to reduce the debt on homestead property, which is also an
exempt asset, without fear that a creditor would claim the reduction
is a fraudulent conveyance.'8
Borrowing money secured by the accounts receivable protects the
accounts receivable from judgment creditors' claims to the extent of
the borrowing. The bank as a secured creditor under Florida law and
federal bankruptcy law will have a priority claim on the accounts
receivable ahead of judgment creditors.'1 The shareholders will receive
cash from the business with little tax cost. The amount of money
borrowed will not cover the full value of the accounts receivable because it is unlikely that a financial institution will lend 100 percent of
the value. If the accounts are sold to a related corporation, the full
amount of the receivable is protected. The only other limitation on
borrowing against accounts receivable is the issue of unreasonable
compensation. If the amount of compensation is unreasonably large,
the corporation would not be able to deduct the amount paid as compensation and the transaction will be recharacterized as a dividend. 1'
If the corporation is a service corporation, this is unlikely to occur.19°
Under state law, unreasonable compensation to a shareholder may be
a fraudulent conveyance. 91 The unreasonable compensation problem

186. See FLA. STAT. § 222.11 (1987).
187. See Grass v. Great Am. Bank, 414 So. 2d 561 (Fla. 3d D.C.A. 1982).
188. See 11 U.S.C. § 506(a) (1982) (determining secured status of claims and protection of
creditors); FLA. STAT. § 679.301(1)(b) (1987) (a lien creditor takes priority over an unperfected
security interest if the creditor's lien arises before the security interest is perfected). If the
claim is secured, then the bank will be entitled to adequate protection under § 361. See 11
U.S.C. § 361 (1982).
189. See Treas. Reg. § 1.162-8 (1958).
190. Treas. Reg. 1.162-7(b)(3) (1958) (compensation must be reasonable under all circumstances). It is fair to assume that reasonable and just compensation is only such an amount
as ordinarily would be paid for like services by like enterprises under like circumstances. If
another professional was making the same amount, then this test would be met. Because all
income of the corporation is from services, the I.R.S. would be in a difficult position to claim
that the services provided by the professional were not worth the compensation paid, which is
less than the amount that the public pays for the services.
191. See FLA. STAT. § 726.105 (1987) (transfer for inadequate consideration to an insider
constitutes a fraudulent conveyance).
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and the inability to borrow 100 percent of the value of the accounts
receivable are the only limitations on borrowing funds to protect the
accounts receivables.
Because a financial institution will only lend a certain percentage
of money on the value of accounts receivable, it may be possible to
use a hybrid approach to assure full protection of the value of accounts
receivable. The P.A. can sell a small amount of accounts receivable
exceeding the amount protected by the bank's secured interest to a
related corporation. This assures that no excess accounts receivable
are available for judgment creditors, when the value of accounts receivables fluctuates considerably.
VI.

WHAT HAPPENS IF THERE Is A JUDGMENT?

Suppose the assets of the P.A. have all been transferred and the
accounts receivable are security for a loan from a secured creditor.
Thus, the P.A. has no assets and no insurance to pay a judgment.
The old P.A. liquidates and a new P.A. is formed. The judgment
creditors' recourse is against the individual shareholder who was negligent and a party to the law suit. The related corporation continues
to use and own P.A. assets.
The individual shareholder's malpractice insurance may pay most
of the claim. If there is no insurance, or inadequate coverage, then
the shareholder's nonexempt assets will be attached. If the shareholder
only owns exempt assets under Florida law, then the creditor must
either sit back and wait to be paid or force an involuntary bankruptcy. 192 The involuntary bankruptcy must be Chapter 11. Other-

wise, the creditor will receive nothing, and the debt will be discharged. 19 Chapter 11 gives the shareholder an opportunity to structure the payments, reduce the amount paid on the debt, and the
amount of interest accruing on the debt.194
The main advantage of structuring the asset holdings is the reduced
cost of malpractice insurance and the ability to structure the payment
of the creditor's debt. The creditor can not come in and seize assets

192. If all assets are exempt from execution, then the creditors could not levy on the assets
to satisfy their claims. See supm note 4 (Florida exemptions).
193. See 11 U.S.C. § 522 (1982) (allowing the debtor to exempt from the bankruptcy estate
all the assets allowed to be exempt under state law). The Chapter 7 liquidation would be a no
asset case. In order to bring an involuntary bankruptcy petition under 11 U.S.C. § 303(b)1), at
least three creditors must join in the petition if the debtor has more than 12 creditors. See id.
§ 303(b)(1).
194. See id. § 1123 (describing what the Chapter 11 plan must contain and allowing a plan
to impair creditors' claims).
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to satisfy a debt if the debtor owns only exempt assets. The number
of suits against a professional will also be reduced because plaintiffs
attorneys are not likely to file suit if they know it will take a substantial
amount of time to collect any part of a judgment. If there is already
one outstanding substantial judgment, these attorneys will be even
less likely to file suit.
VII.

CONCLUSION

A professional can reduce malpractice insurance costs by separating
ownership of the assets from the entity providing the services. This
also insulates the assets from malpractice creditors' claims. The professional with proper planning can protect all assets from malpractice
creditors. Ownership by the entireties can protect assets from malpractice creditors' claims under Florida law. The Florida homestead exemption allows a professional an unlimited exemption on the value of a
personal residence. The exemption for wages of a head of household
exempts a professional's wages from legal process to satisfy a malpractice claim. The professional's interest in the assets in a qualified pension plan is exempt from creditors' claims. The accounts receivable of
the professional can be insulated from liability by the borrowing of
money pledging them as security. A professional, by taking advantage
of the Florida exemptions, can practically become judgment proof.
The professional can use a sole proprietorship, ownership by the
entireties, an "S" corporation owned by a spouse or by the entireties,
or a partnership to separate the ownership of assets from the entity
providing the services and insulate the assets from malpractice creditors' claims. The transfer of the assets must not be subject to the
Florida Fraudulent Conveyance Act. The Florida Fraudulent Conveyance Act can be avoided by transferring the assets for adequate
consideration. The transfer can be tax-free if made to a spouse. The
consideration for the transfer should be a spouse's interest in exempt
assets so as to create an increase in the amount of assets protected
from creditors' claims.
A professional already practicing in corporate form is limited in
his ability to transfer assets tax-free. A "D" or "C" reorganization is
the only way to transfer existing assets tax-free. These professionals
are limited to transferring the assets to a new corporation to insulate
them from creditors' claims. The stock of the new corporation could
then be transferred to a spouse or by the entireties to insulate the
stock from creditors' claims.
The professional, in structuring the asset ownership in a manner
that insulates assets from malpractice creditors, can also secure tax
benefits. The rental of assets by a professional's "C" corporation from
the "S" corporation owned by a spouse or by the entireties can give
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rise to passive income and circumvent the passive loss limitation, while
reducing a professional's income from services. Rental income can also
be created by a tiered entity structure using a partnership owned by
P.A.s. A qualified pension plan provides a professional with a tax-free
deferral of income until retirement with all plan earnings being tax
exempt. The professional, by owning exempt assets such as homestead,
solely can utilize the estate tax credit at death.
The professional, in incurring debt secured by accounts receivable,
has created a cash surplus that may be paid out as salary with a small
tax cost and used to reduce debt with nondeductible interest. The
interest on the business debt will be deductible interest. The distribution of the cash as salary exempts the cash from creditors' claims.
Thus under current Florida law, a professional has the opportunity
to structure asset ownership in a manner that does not subject the
assets to malpractice creditors' claims. The current tax law does not
hinder a professional from transferring assets to insulate them from
creditors' claims. The tax law actually provides passive income benefits, interest deduction benefits, some estate tax benefits, and deferral
of income benefits.
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